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Prompt Corrective Action Proposal Sets
Capital Standards for Credit Unions

The NCUA Board voted unanimously
May 3, 1999, to issue, for a 90-day com-
ment period, proposed rule Part 702 imple-
menting a system of prompt corrective
action pertaining to capital levelsfor feder-
ally-insured credit unions.

The Credit Union Membership Access
Act to (CUMAA) requires the NCUA
Board to adopt a system of prompt correc-
tive action indexed to the five capital cat-
egories established by CUMAA. The
purpose of this system isto minimize long-
term losses to the NCUSIF caused by
inadequately capitalized credit unions.
Congress requires that NCUA'’ s system of
prompt corrective action to be “compa-
rable’ to the system Congress established
for banksin 1991.

Although CUMAA prescribed much
of the prompt corrective action system,

Y2K Testimony

Excerpts from Chairman Norman E. D’ Amours'’ testi-
mony before the House Banking Committee April 13,
1999, on NCUA and federal credit union Year 2000
remediation.

NCUA has

completed its
= interna Y2K
preparations. We
have repaired,
; tested and veri-
fied dl of our
internally developed and maintained sys-
tems. End user tests of our systemswere
completed in the summer and fall of 1998
and the tests confirmed that al production
systemsare Y 2K ready.

A total 10,483 credit unions—95% of
all federaly insured, natural person credit
unions—met NCUA'’ s January 31, 1999,
deadline for completion of Y 2K renovation
of mission critical systems.

Congress gave NCUA the responsibility to
develop certain components uniquely
suited to credit unions, including —

« discretionary supervisory actions to
supplement the mandatory actions pre-
scribed by CUMAA,;

* an dternative system of prompt correc-
tive action for credit unions that meet
CUMAA’ s definition of “new”;

« contents and criteriafor approval of Net
Worth Restoration Plans and deadlines
for submission and decision of such
plans, and

 a“risk-based net worth requirement” to
apply to “well capitalized” and “ad-
equately capitalized” credit unions that
NCUA defines as “complex.”

Proposed Part 702 establishes regula-
tions implementing a comprehensive sys-
tem of prompt corrective action for feder-

Thirty-five of the 38 corporate credit
unions completed remediation efforts by the
January 31 deadline. The three corporate
credit unions not renovated were found to
be progressing in a satisfactory manner and
received waivers of action. Thesethree
corporates are on target to meet their next
milestone date.

NCUA isengaged in intensive over-
sight of those credit unionsthat failed to
meet the renovation completion deadline.
The actions taken against the 515 credit
unions that failed to meet the renovation
completion deadline are asfollows:

« 115formal actionswere put into place.

« 212 waivers were granted.

« 93 credit unions were placed under closer
supervision and had completed renovar
tions by March 31, 1999.

« 25 credit unions were in the process of
merging, liquidating, or convertingto a
new system.

« 70 credit unions have action pending and
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ally-insured credit unions. Specifically,

the rule—

* establishes afive-tiered capital structure
based on net worth ratios set by
CUMAA;

+ adopts the mandatory supervisory ac-
tions and conditions for conservatorship
and liquidation prescribed by CUMAA,;

* establishes a series of progressively more
stringent discretionary supervisory ac-

continued on page 3

arereceiving closer supervision.

Any credit union without awaiver that
has not substantially implemented a'Y 2K -
ready system by July 31, 1999, will be
merged or conserved (placed into receiver-
ship) to ensurethat a 'Y 2K-ready systemis
inplace. Any credit union without afully
implemented Y 2K -ready system by Sep-
tember 30, 1999, will be merged or con-
served to ensure that a 'Y 2K -ready system is
in place. If merger or conservatorship is not
possible, the credit union will be liquidated,
athough we do not expect liquidations will
become necessary.

While NCUA sees no need for credit
union members to withdraw larger than
usua amounts of cash beforethe Y ear
2000, it is possible that intense media focus
on the date change will cause an increased
demand for cash at the end of 1999. | re-
pest— thereis absolutely no substantive
reason to withdraw large amounts of cash.

continued on page 6
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NCUA Board Upholds FOM Regulation

* CLF Ceiling Raised — On May 11, the
Conference Committee on Supplemental
Appropriations for Kosovo approved an
amendment to eliminate the current $600
million appropriation ceiling on the Central
Liquidity Facility and replace it with the
ceiling in Title I11 of the Federal Credit
Union Act, which is approximately $21
billion. The amendment, as offered by VA,
HUD and Independent Agencies Subcom-
mittee Chairman James Walsh (R, NY),
would be effective for fiscal year 2000,
which beginsin October. The hill is ex-
pected to reach the House floor soon.

NCUA and the credit union trade associa-
tions have been seeking to have the CLF
borrowing cap lifted because of concerns
that a computer glitch tied to the Y ear 2000
date change could result in an increased
demand for liquidity. Itisextremely un-
likely that credit unions will face any Y ear
2000 conversion problems, but credit
unions may face increased liquidity needs if
members withdraw extra cash at year end.

* Regulatory Relief Testimony — NCUA
General Counsel Robert Fenner testified in
support of proposals to lessen regulatory
burden on financial institutions before the
House Financia Institution Subcommittee
onMay 12.
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* NCUSIF Equity Level — The equity level
of the NCUSIF increased to 1.29% for the
period ending April 30, 1999. The equity
level is based upon an insured share base of
$322.5 hillion at December 31, 1998.

* Fair Lending — The interagency uniform
fair lending examination program isfinal.
NCUA will train three to five examiners
from each region. Each region will conduct
approximately five fair lending examina-
tionsin 1999.

» Expansions— From January 1 to April 30,
1999, atotal of 914 credit unions expanded
to serve an additional 6,138 new groups
offering credit union service to a potential
519,428 new members. The average group
sizeis 84.6 people, and 153 expansion
applications have been denied.

May Board Actions

* NCUSIF Restructuring. — Proposed
changes to the National Credit Union Share
Insurance Fund, as required by CUMAA, is
scheduled for Board consideration on May
19. NCUA's chief financial officer will
return to the Board in September or October
to recommend a normal operating level for
calendar year 2000. Under CUMAA, the
Fund’s operating level can range from 1.2
to 1.5 percent.

Disaster Assistance
Activated for Oklahoma

and Kansas

On May 7, 1999, NCUA activated its
disaster relief policy to assist credit
unions and members in Oklahoma and
Kansas, where offices and homes were
destroyed by multiple tornadoes.

Region V examiners and staff stayed
in close contact with the affected federal
credit unions to determine whether danger
existed and to offer advice and assistance.
Under the disaster relief policy, the
NCUA will, where necessary:

1. Encourage credit unions to make loans
with special terms and reduced docu-
mentation to members whose homes
and property are damaged;

2. Reschedule routine examinations of
affected credit unions; and

3. Guarantee lines of credit for credit
unions through the National Credit
Union Share Insurance Fund and the
Central Liquidity Facility.

During disaster conditions, NCUA
personnel operate under three priorities:

Ensure the safety of credit union staff.

- Keep facilities and operations available
to members.

- Provide material and technical assis-
tance, as needed, to affected credit
unions.

NCUA Seeks Comments on Call Report Changes

NCUA would like credit unions and the
credit union community to comment on the
numerous changes that we plan to implement
in September 1999 Call Reportsfor credit
unions over $50 million and in December
1999 Call Reports for all federally insured
credit unions.

Although afew of the changes were
initiated by NCUA, most changes were man-
dated by Congressin the Credit Union Mem-
bership Access Act. Specificaly, Section 201
of this new law requires that reports filed with
NCUA be consistent with generally accepted
accounting principles (GAAP).

Three main areas reflect proposed changes:
¢ Federal credit union (FCU) and state

credit union (SCU) versions of the form
arecombined into asingleform. A single
form will simplify programming of the
PC5300s and will streamline printing and

mailing procedures. Relevant questions are
noted as “SCU Only” or “FCU Only.”

* Revisionsto the Statements of Financial
Condition and Income and Expense
comply with the GAAP reporting require-
ment of CUMAA. The American Institute
of Certified Public Accountants (AICPA)
provided comments guiding these changes.

 New data collection addsitemsto lease
activity, cyber financial services, and bor-
rowing arrangements.

Please refer to Letter to Credit Unions
99-CU-6 for details of the specific changes.
The 60-day comment period began in late
April and will end in late June 1999. Letter
99-CU-6 is available on NCUA’swebsite at
www.ncua.gov/ref/letters/l etters.html. A copy
can be obtained from NCUA Publications at
703-518-6340.
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tions indexed to each net worth category
and designed to further the purpose of
Part 702;

* sets deadlines, content, and criteriare-
quirements for Net Worth Restoration
Plans,

* creates a system of prompt corrective
action for “new” credit unions— those
in operation less than 10 years and with
$10 million or lessin assets — with
relaxed net worth ratios, regulatory
forbearance and incentives to build net
worth;

* revises current reserve and dividend
payment regulations to reflect the repeal
of Section 116 of the Federal Credit
Union Act and to conform to CUMAA,;
and

* establishes procedures for notice, review
and enforcement of directives requiring
prompt corrective action.

In devel oping the proposed rule,
NCUA worked closely with arepresenta-
tive group of state credit union supervisors.

The proposed rule incorporates that
group’s substantial contributions aswell as
comments provided by the U.S. Depart-
ment of the Treasury. In addition, it re-
flects the findings of an NCUA staff com-
mittee that has studied field experience
with new credit unions over the past 10
years. Public comments received in re-
sponse to the October 1998 advance notice
of proposed rulemaking are a so incorpo-
rated.

Congress mandated a separate time-
table for implementing the “risk-based net
worth reguirement” for credit unions that
NCUA defines as “complex,” which will
be the subject of a separate proposed rule.
With the exception of the risk-based re-
quirement, CUMAA requires the NCUA
Board to adopt afinal prompt corrective
action rule by February 7, 2000, that takes
effect August 7, 2000. NCUA staff ex-
pects to present a proposed rule to the
NCUA Board on the risk-based require-
ment in late 1999. It must be finalized by
August 7, 2000, and effective by
January 1, 2001.
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Flexible Charitable
Contributions Rule Finalized

The Board approved final rule, Part
701.25, incorporating along-standing policy
alowing federal credit unionsto, within lim-
its, make charitable contributions and dona-
tions. Part 701.25 stipulates that a federal
credit union board must approve donations
and contributions and that they must bein the
best interest of the credit union. The regula-
tion alows charitable contributions to the
following:

(a) Recipientsnot organized for profit that
arelocated or conduct activitiesin acommu-
nity where the federal credit union hasaplace
of business; or

(b) Organizationsthat are tax exempt under
Section 501(c)(3) of the Internal Revenue
Code and that operate primarily to promote
and develop credit unions.

The board of directors must approve
charitable contributions or donations. Ap-
prova must be based on a determination that
the contributions or donations are in the best
interests of the federal credit union and are
reasonable given the size and financia condi-
tion of the federal credit union. The board can
choose to establish abudget for charitable
contributions or donations and authorize
appropriate officids of the federal credit union
to select recipients and disburse budgeted
funds.

Share Insurance Coverage
Expanded, Comments Sought
on Interim Final Rule

The NCUA Board adopted an interim
find rule, effective immediately upon publi-
cation in the Federal Register, that smplifies
the shareinsurance rule on joint ownership
accounts and extends coverage on revocable
trust accounts to parents and siblings of the
account holder. The Board also asked for
comments on additional provisonsin the
shareinsurance rulein order to consider more
revisionsto further update and clarify therule.

This changein the insurance rule elimi-
nates the two-step process for determining
insurance on joint accounts and adds siblings
and parentsto thelist of “qudifying beneficia-
ries’ on “payable-on-death” accounts. NCUA

terminology on “payable-on-death” accounts,
will change from “testamentary” to “revo-
cabletrust” to conform with the term used by
the FDIC and to eliminate any consumer
confusion between the two federal insurance
programs.

NCUA’s“Y our Insured Funds’ brochure
will be updated and redistributed.

A few examplesillustrating the changes fol-
low:

Example 1

Mr. Smith—individua account—$100,000
Mrs. Smith—individual account—$100,000
Mr. & Mrs. Smith—joint account—$200,000

Under the old rule, both individual ac-
counts are fully insured and the joint account
isinsured separately, but only for $100,000.
The Smiths' insurance coverage totaed
$300,000, and $100,000 is uninsured.

Under the new interim final rule, the
individual accounts are till insured sepa-
rately, but now in the joint account NCUA
looks at the interest of each joint owner. Mr.
and Mrs. Smith each have $100,000 interest in
the joint account; thus, each is covered for
$100,000 in the joint account and all their
money, $400,000 isinsured through the
NCUSIF.

Example 2
Mr. & Mrs. Jones have ajoint account with
$100,000

They have an adult child who hasan
individual account of $100,000. That child
opens arevocable trust account naming Mr.
and Mrs. Jones and a younger sibling as ben-
eficiaries with $100,000.

The Jones’ ask the credit union how
much coverage they have on al their accounts
and would they have more coverageif they
add their two children to the joint account.

Under the old rule, the joint account
would only be insured up to $100,000. Add-
ing the two children would not increase cover-
age. Because the child'srevocable trust
account names parents and a sibling as benefi-
ciaries, al the fundsin the account are added
to the child’ sindividua account. The maxi-
mum insurance coverage is $200,000 —
$100,000 for the Jones’ joint account, and
$100,000 total for the child'sindividual and
revocable trust account.

Under the new interim rule, the results
are quite different. Mr. and Mrs. Jones could

continued on page 5
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Business Resumption Contingency Planning

Contingency planning isacritical part of addressing the
Year 2000 issue. Execution of mgjor projects seldom
proceed exactly as planned and credit unions must not wait
until problems arise to explore alternate solutions.
Contingency planning is the subject of NCUA Lettersto
Credit Unions 99-CU-1, January 1999; 98-CU-12, June 10,
1998; and 98-CU-2, January 1998. Theissueis also touched
onin recently released Letter to Credit Unions 99-CU-2,
March 1999.

Y ear 2000 contingency planning involves devel opment
of two plans — each addressing a different Y ear 2000 risk.
First, credit unions need a remediation contingency plan to
address the risks associated with the failure to successfully
complete renovation or implementation of their Y ear 2000
readiness plan. Second, credit unions need a business
resumption contingency plan to address the risk associated
with the failure of systems at critical dates.

NCUA Letter to Credit Unions 98-CU-2, instructed
credit unions to incorporate a remediation contingency plan
into their Y ear 2000 readiness plan. NCUA Letter to Credit
Unions 99-CU-1, entitled “ Answers to Frequently Asked
Questions about Contingency Planning,” states that credit
unions should substantially complete business resumption
contingency planning as soon as possible and not later than
June 30, 1999. Contingency plan testing may occur after
June 30,1999.

Business resumption contingency plans alow credit
unions to effectively prepare for identifiable potential
problems. Examples of such problemsinclude:

« failure of one or more mission critical systems,
« extraordinary liquidity (cash withdrawal) demands, or
* interruption of utilities.

Information on liquidity planning can be found in Letter
to Credit Unions 99-CU-2, aswell as severd past issues of
the NCUA News.

Credit unions should identify high risk areas and
prioritize the development and testing of contingency plans
based on their risk assessment.

Business resumption contingency planning includes the
following four phases.
1. Establishing Organizational Planning Guidelines that
define the business continuity strategy. Thisincludes:

« identifying the person responsible for developing and
monitoring the Y ear 2000 business resumption
contingency plan;

« identifying core business processes (e.g., ACH,
lending, withdrawal and deposit);

* identifying mission critical systems (and other
business processes) making up each core business
process,

* identifying internal and external business
dependencies for each core business process;

* establishing an event timeline;

« developing arisk management process to prioritize
risks and report progress; and

* reviewing existing business continuity or
contingency plans and disaster recovery plans,
ensuring they address unique aspects of possible
Y ear 2000 disruptions (e.g., power and
telecommunication services).

2. Completing a Business Impact Analysis that assesses
the potential impact of one or more mission-critical
system failures. Thisincludes:

« performing arisk analysis of each core business
process (considering the status of Y ear 2000
readiness renovation or replacement plans for
mission-critical systems, financial and marketing
impact of the loss of a core business process, and any
impact on regulatory requirements);

« defining and documenting Y ear 2000 failure
scenarios (internal and infrastructure) — including
the duration of failures; and

« determining the minimum acceptable level of
outputs and services.

3. Developing a Contingency Plan that establishes a
timeline for implementation and action, circumstances,
and trigger dates for activation. Essentidly, it
determines who will do what, when and where.
Specificsinclude:

« evaluating options and selecting the most reasonable
contingency strategy;

* identifying specific contingency plans (including
specific resources that will be needed) for each core
business process;
establishing public relations protocols;

* reviewing network access to other systems;

* reviewing and testing the credit union’s disaster

recovery site to ensure Y ear 2000 capability and

hardware availability;

identifying trigger dates and personnel necessary to

activate the contingency plans,

obtaining an independent review of the feasibility of

the contingency plans by a qualified independent

party if appropriate, (e.g. auditor, consultant or
employee not involved in development of plans);
and

ensuring implementation plans and availability of

staff on key dates determined by management.

4. Designing amethod of Validation for testing the

viahility of business resumption contingency plans.
This can include:
» smulations;
* roleplay;
« walk-throughs; and
« dternate site reviews.
continued on page 5
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Y2K Checklist for Consumers Issued

The federal financial regulators believe that customer awareness is an important
component of Year 2000 preparations. To help consumers prepare for the century date
change, NCUA and fellow financial regulators have prepared a Y2K Checklist for Cus-
tomers that NCUA released in Letter No 99-CU-8 .

Every federally insured bank, savings institution and credit union will be sent a
camera-ready copy of the checklist to reprint and distribute to their customers if they

wish.

A Y2K Checklist for Customers
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have $200,000 coverage on the joint account,
and if they add their two children, coverage
could increase to $400,000 — theinterest of
each co-owner isinsured to $100,000. Also,
the child' sindividua account would bein-
sured up to $100,000 and, because the interim
rule extends coverage on revocable trust
accounts to parents and siblings, the child's
revocable trust account would be insured up to
$300,000 ($100,000 per beneficiary). The
maximum coverage on dl the accounts could
be as high as $800,000.
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Charter Conversion

The NCUA Board approved acommu-
nity charter conversion for $116.7 million
Sandia Area FCU, Albuquerque, N.M.

The conversion approval alowsthe
credit union to convert from amultiple-group
to acommunity charter ableto servethe
people who live, work, worship, or attend
school and businesses and other legal entities
located in Bernalillo County or the city of Rio
Rancho, N.M.

ABOUT INVESTMENTS

Money for Nothing and
the Risks Are Few?

Have you been offered an additional
return on your investment securities? Does
the phone caller offer you money for doing
practically nothing? Place your investment
securitiesin atrust and you will receive
from 1 1/2 to 3 percent of the securities
market value per year in additional fee
income. Thecaller notesthisisa“unique’
opportunity associated with an international
banking facility’s granting of credit linesto
third parties. The deal is so good that you
will immediately receive an “advance”
equal to 1/4 of ayear'sfee. Plus, thetrustis
insured against fraud by afamiliar, house-
hold-name insurance company.

What's the catch? In return for the
“advance” you permit the trust to use your
securities however it wants. The trust
agreement typically permits the trust to
engage in various securities transactions,
including sale of your securities and use of
the proceeds for any purpose, as long as you
have an “advance” outstanding. Thereisno
fraud, since you have authorized the trust to
engage in this“unique” opportunity. Any
credit losses on the trust’s use of your secu-
rities are your losses, since the insurance
only covers fraud.

Thetrust’s activities go beyond those
afederal credit union may engage in under
NCUA regulation Part 703 and the Federal
Credit Union Act. This means that the trust
isnot a permissible investment for afederal
credit union. This example also servesasa
reminder of the cliché, “If it sounds too
good to betrue, itis.”

Y2K Business Resumption
continued from page 4

Credit union employee training should
ensure staff can implement the credit
union’s Y ear 2000 business resumption
contingency plans. Such training will
enable staff to work together prioritizing
core business processes and establishing
critical timelines to resume operations or
implement work-arounds in the event of a
disruption. Employees responsible for
implementation should have ready access to
information on procedures for responding to
Y ear 2000 events and operational failures.
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Help NCUA Plan for the Future

The National Credit Union Adminis-
tration has begun the challenging task of
developing a5
_ year strategic
-, plan that will
- &% guide the agency
: f into the 21% Cen-

tury and beyond.

In support of thisinitiative, senior
executives from NCUA have begun con-
tacting various credit unions, trade asso-
ciations, community groups, academia
and others to solicit opinions about what
significant challenges and opportunities
the agency and the credit union system
should be preparing for. Current and
former NCUA Board members, and other
federal agencies are also being inter-
viewed for their insight.

While NCUA isfocused on our day-
to-day supervision responsibilities we
must also be mindful of the long-term
picture of the industry we are charged
with overseeing,” said NCUA Chairman
Norman E. D’ Amours. “Although no one
knows the future, we must prepare to
meet its challenges as best we can.

Examples of challenges might be
technological changes, competition, and
economic trends, but no one should feel
constrained to limit the discussion to only
these areas,” noted D’ Amours.

NLUA News
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“Strategic planning is critical to the
success and longevity of any business or
industry,” added NCUA Executive Direc-
tor Carolyn Jordan. “I believe that no one
better understands what obstacles and
challengeslie just beyond the horizon
than the individuals who deal everyday
with credit union operations. | hope the
organi zations contacted will offer our
office directors and regional directors
their best judgment and frankly discuss
all relevant issues,” said Jordan.

Members of the Strategic Planning
Committee include some top Central
Office staff, Layne Bumgardner, Melinda
Love, Dorothy Foster, Joyce Jackson,
David Marquis, Bob Schafer, Ed
Dupcak, Sherry Turpenoff and Doug
Verner; and Regional Directors Jane
Walters, Tawana James and Alonzo
Swann.

We welcome everyonge' s opinion of
what critical issues must be addressed to
ensure a strong and effective future for
NCUA and the credit union movement.
Because the committee is limited in the
number of personal contacts it can make,
you can mail or fax your suggestions to
the attention of NCUA Strategic Planning
at (703) 518-6409 or transmit suggestions
viae-mail to pacamail @ncua.gov

April 23, 1999 — Board Member Yolanda
Wheat meets with members of the Gulfport VA
Federal Credit Union prior to addressing the
62" Annual Meeting and Convention of the
Mississippi Credit Union System.

Mrs. Wheat focused her remarks on the
short term issue facing credit unions — final
Year 2000 preparations — and long term issues
such as technology, consumer expectations
and NCUA's strategic plan development.

Y2K Testimony

continued from page 1

But we al know that sometimes human
actions are not based on logic, and NCUA
has aresponsibility to ensure that credit
unions are able to deal with the thresat of
increased liquidity demands at the end of
1999.

In conclusion, we at NCUA are confi-
dent that credit unionswill be well-posi-
tioned for the millenium date change. The
vast mgjority have completed Y 2K prepara-
tions on or ahead of NCUA’ s schedule. |
am hopeful that the education efforts of
NCUA and credit unionswill reconfirm to
credit union membersthat their financial
ingtitutions are safe, sound, and viable.
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